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Depreciation, Income Tax and Dividends
By Will-A. Clader
There seems to be an erroneous conception by some people re
garding the amount to charge in the accounts for the cost resulting
from depreciation to calculate true net income available for
dividends and the amount of depreciation to deduct in the incometax return to compute true net income subject to tax. There is
also a vague impression that if a corporation is of Delaware, under
the laws of that state dividends may be paid out of capital without
recording that fact on the financial books of the corporation.
It is common knowledge that many public utilities deduct in
their income-tax returns depreciation greater in amount than that
recorded on the books. I have heard this explained by the con
tention that depreciation for income-tax purposes is a thing differ
ent from depreciation for the purpose of the company’s profitand-loss account.
Let us first consider what the government has in mind with
respect to a deduction for depreciation in the income-tax return.
The government has issued certain instructions for the prepara
tion of income-tax returns which are annexed to the forms. They
include the following:

“The amount deductible on account of depreciation in the in
come-tax return is an amount fairly measuring the portion of the
investment in depreciable property by reason of exhaustion, wear
and tear, or obsolescence, which is properly chargeable against the
operations of the year. The amount of depreciation should be
determined upon the basis of the original cost (not replacement
cost) of the property (acquired after March 1, 1913) and the
probable number of years remaining of its useful life. The capital
sum to be replaced should be charged off over the useful life of the
property either in equal annual instalments or in accordance with
any other recognized trade practice, such as an apportionment
over units of production. Whatever plan or method of apportion
ment is adopted must be reasonable and must have due regard to
operating conditions during the taxable year. If a deduction is
claimed on account of depreciation the total amount claimed
therein (the return) should correspond with the figures reflected
in the balance-sheet.”

It will be observed that the instructions on the return are that
the depreciation claimed in it should agree with the balance-sheet.
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On July 5, 1929, an order was issued by the income-tax unit
which permitted correct deductions for depreciation, even if it is
not so recorded on the books, provided that auxiliary records dis
close all details essential to the determination of the allowable
deductions for depreciation, are reconciled with the general books
and are available to bureau representatives. The order says,
however, “It may be stated that as a general rule the amounts
claimed as depreciation deductions should be recorded upon the
taxpayer’s books.”
The fact that the government by this arrangement permits a
taxpayer to deduct in its return depreciation in excess of that re
corded on the books does not mean that depreciation for incometax purposes is one thing and that depreciation for the books and
income accounts submitted to the stockholders is another thing.
That is far from the truth.
The revenue act says that in computing net income there shall
be allowed as deductions “a reasonable allowance for the exhaus
tion, wear and tear of property used in the trade of business, in
cluding a reasonable allowance for obsolescence.”
The regulations issued by the United States treasury depart
ment say, “The proper allowance for such depreciation of any
property used in the trade or business is that amount which
should be set aside for the taxable year in accordance with a rea
sonably consistent plan (not necessarily at a uniform rate),
whereby the aggregate of the amounts to be set aside, plus the
salvage value, will, at the end of the useful life of the property in
the business, equal the basis of the property”—that is, in general,
the cost.
The regulations indicate clearly the conception which the gov
ernment has of the allowance for depreciation in the income-tax
return. They say, “The necessity for a depreciation allowance
arises from the fact that certain property used in the business
gradually approaches a point where its usefulness is exhausted.”
The obsolescence element of the depreciation allowance is
stated in the regulations in the following language:

“With respect to physical property the whole or any portion of
which is clearly shown by the taxpayer as being affected by eco
nomic conditions that will result in its being abandoned at a future
date prior to the end of its normal useful life, so that depreciation
deductions alone are insufficient to return the cost or other basis
at the end of its economic term of usefulness, a reasonable deduc
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tion for obsolescence, in addition to depreciation, may be allowed
in accordance with the facts obtaining with respect to each item of
property concerning which a claim for obsolescence is made.”

There is nothing in the law or any publication, order or pro
nouncement of the government, that I can find, to indicate that
the deduction for depreciation that will be allowed in the incometax return can be an amount greater than the amount of property
consumed or exhausted properly chargeable to the income account
as a part of the economic cost, a part of the cost of operations, in
the year. In fact, everything points to the contrary. In bulletin
“ F ” issued by the bureau of internal revenue, it is said, “ It is ele
mental that in determining the true net income derived from the
operation of a trade or business, all operating costs or expenses
must be deducted. The consumption of capital represented by
depreciation is an operating cost or expense and must be recog
nized the same as other operating costs or expenses.” It says
further, “The federal income tax in general is based upon net in
come.” In other words, the true net income is taxable and the
depreciation allowance in the computation is that part of the eco
nomic cost of operations from property consumed or growing
obsolete. Therefore, if the books or the income account do not
reflect such costs, such an account is wrong, and the books do not
show the correct cost of operations.
The books and the return both can not be correct with respect to
depreciation when they are not in agreement. Which record is
the public accountant to rely upon when auditing the accounts of
a corporation in such circumstances—the financial records and
accounts submitted to the shareholders or the “auxiliary records”
kept for the information of the government?
In the socialistic trend of events it is conceivable that there may
be headlines in the newspapers about this discrepancy between the
income-tax returns and the annual reports submitted to the share
holders, with the usual disturbance of business.
The public utility editor of Standard Statistics said recently,
“The allowances made by the government for depreciation in the
income taxes have been a deterrent to companies seeking con
servatism and an excuse to those which are not.”
If the depreciation deducted in the income-tax return is the true
amount and the amount recorded on the books is less, the directors
of corporations in those states that prohibit payment of dividends
out of other than earnings have a liability hanging over them when
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dividends are declared in excess of the earnings resulting if the
proper amount of depreciation is deducted in the income account.
It must not be overlooked that the president and treasurer of a
corporation sign an affidavit on the income-tax return which says
that the return is “made in good faith” and “pursuant to the
revenue act of 1932 and the regulations issued thereunder.” It is
logical, therefore, to assume that the depreciation taken in the re
turn under oath is the expired capital outlay, a part of the eco
nomic cost of the production of revenue, chargeable in the income
account, whatever the purpose for which it is prepared. There
fore, there can be no justification for charging in the income ac
count an amount for depreciation less than that deducted in the
income-tax return.
Of course, if the corporation has deflated the balance-sheet by
writing down the valuation of its plant and equipment instead of
apportioning it over the years of useful life, as some corporations
have done, the depreciation deduction in the income-tax return
would be larger than the annual amount on the books. I am not
discussing such a condition, as that is a horse of a different color,
about which there is a difference of accounting and economic
thought, worthy of a discussion of its own.
There is plenty of accounting, financial and economic authority
for the principle that depreciation is essentially and always an
operating cost, and that obsolescence, one of the subdivisions of
depreciation, is an operating charge.
The determination of the amount of depreciation to be charged
annually in the income account and in the income-tax return to
calculate the true net income is an engineering function; but the
expression of it in the financial statements is an accounting func
tion. The accountant who signs the accounts must analyze all
factors to aid him in forming an opinion for himself upon the ade
quacy of the depreciation provision, even if it can be only an
opinion at best.
After a consideration of all the evidence, facts and circumstances
in the case and the information furnished to him, an auditor must
decide whether they conclusively prove to his entire satisfaction
that the amount of depreciation charged in the accounts is suffi
cient to determine the true net income. If he is of the opinion
that the provision is insufficient, he is obligated to qualify his
certificate appended to the accounts. The auditor’s certificate
accompanying the 1932 report of the Boston Elevated Railway
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contained the statement that “the amount of accrued deprecia
tion appearing in the balance-sheet is inadequate.”
The foregoing observations on the amount of depreciation in the
accounts reported to the shareholders and in the income-tax re
turns seem to apply to corporations of all states; but sometimes
one hears it said, generally by laymen, that the Delaware law
permits “this and that” with respect to payment of dividends out
of earnings without regard to a reserve provision for depreciation.
Let us look at the Delaware corporation law and see what it says
about dividends and reserves. Here is a copy of section 34 of that
law.

“Dividends; Reserves:—The directors of every corporation
created under this chapter, subject to any restrictions contained
in its Certificate of Incorporation, shall have power to declare and
pay dividends upon the shares of its capital stock either (a) out of
its net assets in excess of its capital as computed in accordance
with the provisions of Sections 14, 26, 27 and 28 of this Chapter,
or (b), in case there shall be no such excess, out of its net profits
for the fiscal year then current and/or the preceding fiscal year;
provided, however, that if the capital of the corporation computed
as aforesaid shall have been diminished by depreciation in the
value of its property, or by losses, or otherwise, to an amount less
than the aggregate amount of the capital represented by the is
sued and outstanding stock of all classes having a preference upon
the distribution of assets, the directors of such corporation shall
not declare and pay out of such net profits any dividends upon
any shares of any classes of its capital stock until the deficiency in
the amount of the capital represented by the issued and outstand
ing stock of all classes having a preference upon the distribution of
assets shall have been repaired. Subject to any restrictions con
tained in its certificate of incorporation, the directors of any corpo
ration engaged in the exploitation of wasting assets may determine
the net profits derived from the exploitation of such wasting
assets without taking into consideration the depletion of such
assets resulting from lapse of time or from necessary consump
tion of such assets incidental to their exploitation.
“Nothing contained in this section shall prevent the stock
holders of any corporation, or the directors thereof if the certifi
cate of incorporation shall so provide, from setting apart out of
any of the funds of the corporation available for dividends a re
serve or reserves for any proper purpose or from abolishing any
such reserve in the manner in which it was created.
“A director shall be fully protected in relying in good faith
upon the books of account of the corporation or statements pre
pared by any of its officials as to the value and amount of the as
sets, liabilities and/or net profits of the corporation, or any other
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facts pertinent to the existence and amount of surplus or other
funds from which dividends might properly be declared and
paid.”

The interpretation of the foregoing is a lawyer’s function, so an
accountant can only read it as it applies to accountancy, the finan
cial and economic aspect, the books of accounts and the financial
statements.
The language used clearly says that dividends may be paid out
of net assets in excess of capital, or, in case there is no such excess,
out of net profits for the year, provided that if the capital shall
have been diminished by depreciation in the value of the property
or by losses, or otherwise, to an amount less than the capital hav
ing preference, the directors shall not declare out of such net
profits any dividends until the deficiency in the capital shall have
been repaired. Surely this does not say that depreciation can be
ignored in determining ability to pay dividends. I read it as a
strong obligation to reckon with depreciation and a strict direction
to withhold dividends if the payment of them impairs capital.
“Net assets in excess of its capital” can not be determined with
out the calculation of depreciation. This is so evident that it is
needless to explain.
There is nothing in the law to prevent recording on the books
the depreciation of the value of the corporation’s property
through use or otherwise. The law merely permits the payment
of dividends out of general resources, including that portion of the
cash annually received for the expired capital outlay in producing
the revenue, when the payment of such dividends does not dimin
ish the net assets to an amount less than the capital having prefer
ence. If depreciation, not depletion, in the value of the property
has diminished the capital of the corporation to such an extent
that preference stock is impaired, dividends are prohibited by the
law. It is therefore evident that the matter of depreciation can
not be ignored in the accounts, and that the law requires full con
sideration of such cost of producing revenue.
It is appropriate here to mention that if a corporation avails it
self of the privilege of paying dividends out of the consumption of
capital, it is a liquidating dividend and there is no escape, in true
accounting, from reflecting such a fact in the financial statements
of the corporation.
If all of the opportunities of the Delaware law for juggling the
capital contribution of the shareholders are seized, there is nothing
52

Depreciation, Income Tax and Dividends

in the law inhibiting the officers and directors from being honest in
giving information to the shareholders. If the dividends are
paid out of surplus which was determined by the board out of the
consideration received by the corporation for any of the shares of
its capital stock, or from capital, honesty compels that the share
holder be told that the money paid him comes from that source.
Depletion is specifically excluded by the law in the determina
tion of net profits. The language used definitely says that a
corporation engaged in the exploitation of wasting assets may
determine the net profits derived from such exploitation without
taking into consideration the depletion of such assets resulting
from their consumption.
Depletion and exploitation must be defined to discuss this
phase of the subject and it must be understood what is
meant by wasting assets when used with the words depletion and
exploitation.
Depletion is the term applied to the progressive exhaustion of a
mineral deposit, including gas. The supreme court of the United
States gave the following meaning to the term:

“The depletion charge . . . represents the reduction in the
mineral contents of the reserve from which the product is taken.
The reserves are recognized as wasting assets. The depletion
effected by operation is likened to the using up of raw material in
making the product of a manufacturing establishment. As the
cost of the raw material must be deducted from the gross income
before the net income can be determined, so the estimated cost of
the part of the reserve used up is allowed.” (U. 5. v. Ludy, 274
U. S. 295).

While in accounting the term “wasting assets” covers all
values of an exchangeable nature which inevitably diminish while
applied to the purpose of seeking profits or advantage otherwise
than by purchase and sale, including buildings, machinery and
plant, in the Delaware law quoted it obviously refers to a natural
resource, such as mineral, oil and gas, particularly as the word
exploitation is generally used in relation to the extraction and sale
of natural resources.
There is no appreciable difference between the legal and the ac
counting aspects of depletion. It is a fundamental principle of
accounting that no profit is realized from a sale until the elements
of the cost of the product have been deducted. In the case of the
sale of natural resources, one of the important elements of cost is
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the price paid for the raw material. In accounting terminology
this deduction for the cost of the raw material is called depletion.
When a quantity of units of minerals previously acquired and
recorded on the books at cost are sold, business practice requires
that a record shall be made on the books. It will be observed that
particular care was taken to say in the law that “ nothing therein
shall prevent setting apart a reserve for any proper purpose.”
The purpose of the law with respect to depletion is to permit the
distribution of funds received from the sale of the raw materials
when such funds are not needed in the business.
The payment of such funds as dividends is permitted, as it
should be, but the law does not say that the true record shall not
be made. It says nothing about the booking of the transaction.
It is to be presumed that the thought never entered the minds of
the legislators that the corporation would have to be directed to
keep its books correctly.
Such dividends are liquidating dividends so far as the accounts
are concerned, and the stockholders should be so informed.
Otherwise essential information is being withheld from them by
the board of directors and officers of the corporation.
When half, say, of the mineral content of a property is ex
tracted and is not recorded on the books, the accounts will show
as on hand the cost of a thing no longer possessed. That is just
as incorrect as selling merchandise from the shelf of a grocer and
showing on the financial statements as assets both the cost of the
things sold and the cash received for them.
There is no explanation whatever in the law as to how the books
shall be kept, but there is a direct inference in the last paragraph
of section 34 that the books of account of the corporation or state
ments prepared by any of its officers will show the correct value
and the amount of the assets or any other facts pertinent to the
existence and amount of surplus or other funds from which divi
dends might properly be paid. Such correct value and amounts
at any given date can not be determined without considering
depletion and depreciation.
The law defines a limitation beyond which one may not go
without getting into legal difficulties, but it in no way prescribes
it as proper corporate accounting practice. It is therefore in
conceivable to me that any corporate officer would issue a state
ment of profits without the correct charge for the cost of the
things sold or used to produce the gross revenue.
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